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Abstract 
 
The history of economic transition since the collapse of communism in the late 1980s and early 
1990s offers many lessons for what Cuba may expect when it eventually embarks on its transition 
path.  The path of transition has been more difficult than was conceived immediately following the 
collapse of communism. The nearly exclusive policy focus on economic liberalization and 
privatization of public enterprises did not lead to sustained inflows of foreign capital and the 
rapid economic growth and development once promised for these economies. Current transition 
strategies have increasingly recognized the importance of well-functioning social institutions 
(“good governance”) as the necessary foundation of a well-functioning market economy. Building 
the institutional infrastructure required by a market economy and necessary for long-term success 
in attracting FDI has proven, however, to be a difficult and slow process. 
 
Foreign direct investment is accepted as one of the key supportive components of an economic 
transition strategy, but some of the key determinants of FDI are also ones that characterize an 
effective institutional infrastructure of a market economy.  Additional factors related to systematic 
or market risks are also important determinants of FDI. A basic understanding of these 
determinants can aid future policy makers. 
 
This paper examines Cuba’s recent experience in attracting FDI, summarizes some of the 
empirical work that has been done regarding the link between well-functioning social institutions 
and FDI and draws lessons for a future Cuban government pursuing transition to a market 
economy. General policy recommendations are also developed. 
 
 
Introduction 
 
ne of the significant challenges faced by economies in transition from socialist, centrally planned 
systems to market capitalist systems is mobilizing the aggregate savings necessary to realize the 
expansion of capital needed to sustain rapid economic growth.  Nations must often turn to external 
sources of financing in order to fill the gap between domestic savings and the requisite public and private capital 
investment.  The role of foreign direct investment in meeting the external financing needs of developing countries 
and economies in transition has increased significantly since the early 1980s when external debt financing became 
more difficult to obtain. 
 
After the collapse of socialism in Eastern Europe and the former Soviet Union, Cuba realized that its access 
to foreign lending was significantly limited, and its government reluctantly recognized that some form of foreign 
direct investment would be required.  This led to the policy of allowing Economic Associations with Foreign Capital 
or joint ventures with foreign partners.  Although these ventures have been reported with much fanfare, the actual 
dollar values of foreign investment flows (and stocks) have been very modest in comparative terms. According to 
U.N. statistics, Cuba’s gross stock of foreign investment reached $84.5 million in 1999, but declined by $10 million 
O 
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in 2000. Between 2000 and 2002, Cuba’s stock of FDI was able to recover by $8 million and by 2002 the 
cumulative inflow of FDI reached $74 million.
1
   
 
Private organizations that promote U.S. – Cuba trade and the Cuban government cite much higher levels of 
foreign investment.  The U.S. Cuba Trade and Economic Council, for example, cites US$ 1.7 billion in investment 
in 1999, while Perez Villanueva (2001) cites Cuban Central Bank figures of $1.6 billion.  Jorge Perez-Lopez (2000) 
and Emily Morris (2000) have pointed out the difficulties in confirming and interpreting Cuba’s official balance of 
payments statistics, raising doubt as to their accuracy, and, by extension, the accuracy of FDI figures reported by 
Cuba. The components of the capital account (which includes FDI) are especially troublesome according to Morris 
who notes the presence of large and unexplained capital outflows reported as “other capital.”  It is also worth noting 
that Cuban authorities include much more than investments of hard currency in calculating the total value of foreign 
direct investment.  They include the value (certified by Cuban authorities) of machinery and equipment, intangible 
property (copyrights, patents…) and “other goods and rights.”  These valuations cannot be used to objectively 
measure FDI net-inflows or stocks. The FDI figures reported by Cuban government ministries charged with 
promoting FDI, as well as the figures reported by the U.S. Cuba Trade and Economic Council appear to seriously 
overstate the actual level of FDI. 
 
 
A comparison of FDI in Cuba to those of other Caribbean and Central American nations reveals that Cuba 
ranks at the bottom in terms of the absolute U.S. dollar volume of investment and in per capita terms. According to 
UNCTAD, Cuba’s stock of FDI is considerably smaller than that of other, smaller Caribbean nations.  For example, 
Cuba’s stock of FDI in 2002 was less than one half of Haiti’s stock of FDI, and one-third the size of Anguilla’s FDI.  
                                                 
1 World Investment Report 2003, U.N. Conference on Trade and Development (Geneva: UNCTAD, 2003).   
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(See Table 1.)  Even if one were to use the much higher levels of FDI reported by the Cuban government, Cuba’s 
FDI stock would still be far behind countries like Panama, the Dominican Republic, Costa Rica and Jamaica. 
 
The consensus among development economists is that FDI yields positive benefits to recipient economies, 
although the extent and dynamic nature of those benefits depends on the strategy and policies recipient countries use 
to attract foreign capital.
2
 Countries that seek to attract FDI through generous tax preferences, direct and indirect 
subsidies or by relaxing labor and environmental standards run the risk of transferring the social benefits of FDI to 
foreign investors, cutting net benefits to zero or even negative values.  An alternate strategy is to expand and 
modernize the nation’s physical infrastructure, improve the quality and effectiveness of social institutions, and raise 
the quality and productivity of its labor force. Pursuing the latter strategy not only serves to attract FDI, but also 
provides a foundation for creating competitive domestic firms. This strategy is less likely than the former strategy to 
result in the emergence of two separate classes of firms during a period of transition:  1) a profitable and dynamic 
coterie of foreign owned firms, and 2) a marginal and stagnant horde of domestic firms. 
 
Citing the empirical work of Stein and Daude (2001), the Inter-American Development Bank reports that a 
number of indicators amenable to public policy actions appear to be important determinants of FDI in developing 
countries.
3
 High tax rates have a deleterious effect on FDI.   The quality of the labor force (as measured by the 
proportion of the population older than 25 that have some tertiary education) and a quality index of infrastructure 
may have a positive influence on FDI, but their impact appears to be small and not conclusive.  There does, 
however, appear to be statistically conclusive evidence that the quality of social institutions (as reflected in measures 
of corruption, the rule of law, regulatory quality, government effectiveness, political stability, and political voice and 
accountability) has a direct effect on FDI.
4
 
 
Cuba ranks among the bottom of nations in terms of the quality of its social institutions.
5
  Cuba ranked 
below the median index value in five of the six indexes of quality of governance compiled by Kaufmann, Kraay and 
Zoido-Lobaton (2002) – only in the index of political stability did Cuba score above the median.6  Cuba scored in 
the lowest quintile with respect to both political voice and accountability, and regulatory quality.  The latter appears 
as the single most important governance characteristic in Stein and Daude’s empirical study of the determinants of 
FDI. If one computes a composite quality of institutions index as a weighted average of the six governance 
indicators (with the weights determined by their estimated relative importance in determining FDI), then one finds 
that Cuba’s overall quality of institutions index ranks in the 31st percentile.  
 
While there is no doubt that FDI through joint ventures has been very important in expanding Cuba’s 
capacity to earn much needed foreign exchange, the employment and income effects have been very limited.
7
  
According to Villanueva (2002), only 19,800 persons were employed in domestic/foreign joint venture firms (less 
than 0.5 percent of the workforce), although the average wage including benefits in joint venture firms seems to 
exceed the national average. FDI has yet to yield the economic success that many had expected or hoped for, and 
has actually been a failure on two basic fronts.  First, Cuba’s strategy and regulatory policies governing FDI have 
failed to produce investment flows necessary to leave a clear, positive imprint on the economy, and, second, FDI has 
failed to produce either widespread economic benefits through inter-industry linkages or dynamic impetus for 
economic growth through sustained increases in productivity. 
 
                                                 
2 Inter-American Development Bank, Competitiveness: The Business of Growth (2001), p. 252. 
3 E. Stein and C. Daude, “Institutions, Integration and the Location of Foreign Direct Investment,” paper presented at 2001 Annual Meeting of the 
Inter-American Development Bank, Santiago, 2001. 
4 Inter-American Development Bank, Competitiveness: The Business of Growth (2001), Table 18.1 p. 262. 
5 These measures of governance were developed by Kaufmann, Kraay and Zoido-Lobaton, “Governance Matters II: Updated Indicators for 
2000/01,” World Bank Working Papers, January 2002. 
6 The means by which political stability is obtained is not considered by this index, although it may be indirectly and partly captured in the index 
of “political voice.” 
7 Omar E. Perez Villanueva, “Cuba: An Overview of Foreign Direct Investment,” working paper, Economics Department, Carleton University, 
Ottawa Canada, February 2002.  Dr. Perez Villanueva is a researcher with the Center for the Study of the Cuban Economy at the University of 
Havana. 
International Business & Economics Research Journal                                                          Volume 3, Number 7 
 90 
Although inflows of FDI in Cuba are likely to get a significant boost from a privatization program in the 
early stages of transition, sustaining inflows of FDI is likely to be a very difficult task. The obstacles that prevent the 
economic success of FDI in Cuba at present are also not likely to simply disappear by embarking on a path of 
transition to a market economy, unless a transition government abandons the strategy of targeting industries for FDI 
priority and its preference for case-by-case negotiations with potential foreign investors. The focus of strategy 
should be on laying the institutional and regulatory foundation that facilitates FDI in general. When formulating FDI 
policies and programs a new government would do well to focus on the factors that drive financial management 
decisions in market economies. 
 
The following section of this paper illustrates that recognizing the FDI decision as a “capital budgeting” 
problem in corporate finance yields insights useful for identifying the basic determinants of FDI. In subsequent 
sections we offer some general recommendations for U.S. and Cuban government policies directly affecting FDI in 
a Cuban transition economy. 
 
Principles of Corporate Finance and the Determinants of FDI 
 
Corporate management must consider many of the same factors that are important in creating wealth from 
capital investments in their domestic markets when evaluating a potential investment opportunity located outside the 
firm’s home country.  FDI, however, presents special challenges including less familiarity with a foreign location’s 
economic and regulatory environment, and greater uncertainty over future currency convertibility.  A potential 
foreign investment creates additional wealth when the net present discounted value of its anticipated future cash 
flows is positive, and this depends on anticipated market demand conditions, costs and productivity trends, and 
consideration of risk arising from unpredictable market and regulatory events. 
 
The explicit calculus of an investment’s asset value reveals that factors such as effective corporate income 
tax rates, the anticipated rate of depreciation (or appreciation) in the host country’s currency, the degree of general 
market risk associated with operating in the host country, the effective cost of credit, and all of the factors that 
determine pretax operating profit margins, are all important determinants of foreign direct investment. 
 
An explicit formula for calculating the net present value of future cash flows may be helpful in illustrating 
how public policy can influence the FDI decision.  A capital investment project will increase the market value of the 
firm (and the wealth of its shareholders) when the right-hand-side of the following equation is positive. 
 
 
where t = time period 
 e$t = the expected US$ per local currency unit exchange rate; 
  = the effective local average tax rate; 
 pt = the expected price of output to be produced, expressed in local currency; 
 ct = the expected (local currency) cost per unit of output, excluding capital recovery costs 
and interest payments; 
 Qt = the anticipated volume of future sales; 
 Kt = expected capital investment costs in US$; and 
 r = the cost of financial capital from borrowed funds and equity capital. 
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The value of a specific foreign direct investment project is inversely related to corporate income tax rates 
(). The higher these are the smaller the asset value of FDI and, hence, the smaller the wealth created by a foreign 
investment project that is being considered.  If the tax rate is too high, then the value of a potential FDI project may 
well be negative, indicating that the project will destroy value rather than create it. The project will not be attractive 
to management and shareholders in this instance. High tax rates that cannot be offset through higher output prices 
and/or lower unit costs will discourage FDI.   
 
Taxes can be explicit or implicit.  For example, when a government collects special fees on foreign 
exchange or banking transactions, these fees act in much the same way as taxes on gross revenues or profits.  In the 
case of Cuba, where the government is an equity partner in all FDI projects and where its “investment” in a project 
generally represents in-kind contributions of negotiated value, the government’s negotiated share of operating 
income is effectively a tax. 
 
The anticipation of a depreciation in the value of the local currency will similarly reduce the anticipated 
value of an FDI project, unless prices and/or unit costs adjust to offset the effect of a currency depreciation on the 
US$ value of cash flows. The experience of countries characterized by significant periods of instability suggests that 
such offsetting movements in local currency prices or costs are unlikely during a period of macroeconomic 
instability. On the contrary, history suggests that wide differences in movements in exchange rates, prices and costs 
accompany periods of macroeconomic instability. 
 
Economies characterized by chronic instability represent a very risky environment in which to operate and 
higher risks are reflected in a higher cost of financial capital (rt in Equation1). The cost of capital in Equation 1 is a 
weighted average of the interest rate charged on borrowed funds, and the rate of return required by investors.
8
  The 
required rate of return to equity is directly related to the perceived risk of the investment. An increase in the cost of 
capital reduces the present value of anticipated positive cash flows. When the perceived risk associated with 
operating at a foreign location increases, it is more difficult to find investment projects that create value for foreign 
investors (i.e., have positive net present values).  When investors require a higher rate of return to equity, the cost of 
capital increases, increasing the likelihood that management will reject a specific investment project. When 
perceived risk drives up the cost of capital, foreign investors prefer investment projects that have short “payback 
periods.”  That is, they prefer projects with high net cash flows in the immediate future, allowing them to recover 
their capital investment sooner rather than later.  Short payback periods are more likely to occur in the export sector, 
than in the domestic sector of a transition economy.
9
 
 
The cost of borrowing also directly affects the cost of capital, and, hence, low interest rates promote FDI 
while high interest rates discourage it.  Foreign investors, in general, attempt to borrow funds denominated in the 
currency of the host country as they seek to leverage their equity investment. The host country’s government is 
unlikely to be able to assist the foreign investor with access to low interest debt financing when the FDI project 
requires the purchase of imported capital goods and the host country has poor access to international credit or faces 
prohibitive interest rates in the global capital markets.  Cuba at present is certainly not in a position to assist foreign 
investors in this capacity, and unlikely to be in a much better position during the early stages of an economic 
transition to a market economy. 
 
Equation 1 also makes clear that pretax operating cash flows (pt–ct) are important parameters in the ex ante 
assessment of any FDI opportunity. This difference between average revenues and average costs depends upon the 
strength of demand in the market for their particular products/services, and also on average productivity.  The levels 
of human capital embodied in the labor force are an important determinant of productivity and average costs.  The 
same, of course, is true of public infrastructure that facilitates transportation and communication and lowers their 
costs.   
 
                                                 
8 The proportion of capital costs financed with debt and with equity, respectively, determines the weights. 
9 A government investment partner can, of course, structure the receipts of its share of profits so that they actually occur further out into the 
future, allowing the private sector partner to recover their equity investment much sooner than otherwise.  This arrangement is not likely to be 
attractive, however, to a foreign exchange starved government partner. 
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Average costs, however, include not only typical production costs, but also institutional overhead costs that 
may be a significant component of total costs.  The latter include legal costs, the costs associated with maneuvering 
through the regulatory environment (including any “corruption tax”), and the cost of shaping regulations and 
economic policy. When the regulatory approvals, operating constraints, and applicable taxes and/or fees needed to 
implement an FDI project have to be negotiated on a case-by-case basis, these institutional costs increase operating 
costs (ct) and/or capital investment costs (Kt) and, therefore, increase the likelihood that management will not find 
the FDI project financially attractive. 
 
It is not surprising that levels of FDI in Cuba since 1993 have been sub par when compared to the flows of 
FDI that accrued to the region and to many Caribbean and Central American countries during the last decade.  
Considering the elements that comprise a financial assessment of FDI projects, it is likely that the comparatively 
poor performance in attracting FDI has been due to the high risks associated with investing in a fairly unpredictable 
environment as well as the high investment costs associated with negotiating the regulatory bureaucracy.  
Maneuvering through the regulatory maze has become so difficult that the European Union issued a report outlining 
investors’ complaints and suggesting changes to the Cuban government.10 Foreign investors complain of arbitrary 
and haphazard regulatory requirements that change constantly, prohibitively high government charges (disguised 
taxes) for banking and customs services, excessive overhead and unnecessary difficulties. 
 
An understanding of the components that make up the financial evaluation of an FDI project can guide 
policymakers in developing and prioritizing strategies to promote foreign investment once the Cuban economy 
embarks on a transition path and international relations are normalized with the U.S.  Abandoning Cuban-style 
socialism and normalizing commercial relations with the U.S. will undoubtedly expand interest in FDI in Cuba.  A 
transition to market capitalism implies that domestic and foreign firms will be free to enter into contracts with one 
another, and firms will be able to enter into employment contracts directly with workers and independent unions. It 
is also clear that a quick resolution to the issue of properties confiscated or nationalized by the present Cuban 
government is a prerequisite to a significant inflow of FDI.  
 
Recommended Strategies for Promoting FDI in a Transitional Cuban Economy 
 
Setting Priorities 
 
Quick and decisive action regarding economic policy will be necessary to lay the groundwork for a 
successful economic transition and attract high levels of FDI. Creating a stable macroeconomic environment, 
building market-compatible social institutions, promoting the rapid expansion of export-oriented industries, 
rebuilding physical infrastructure, and expanding the management skill-base of the workforce should all be given 
high priority by the government of a Cuba in transition.  
 
Establishing Macroeconomic Stability 
 
One difficult challenge that Cuba should anticipate during transition is the maintenance of macroeconomic 
stability, which in turn reduces investment risk and the cost of capital, and encourages FDI.  As difficult as this 
challenge may be, an unwavering commitment to macroeconomic stability is essential for promoting economic 
growth, as well as FDI over the longer term. Stability requires low rates of price inflation, low interest rates and 
avoidance of sudden and large variations in exchange rates (especially currency depreciations). There are no simple 
formulas for maintaining macroeconomic stability, but history suggests that there are some general guiding 
principles – control of the domestic money supply, fiscal discipline that avoids uncontrollable public sector deficits, 
economic policy credibility, and barriers against excessive, speculative capital flows.  
 
 
                                                 
10 The Economist, “The Americas:  The Disaster is Now Irrevocable – Cuba’s Economy,” London. July 6, 2002. 
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One of the first steps in creating a stable macroeconomic environment will be the introduction of a new unit 
of currency that establishes a rational and sustainable foreign exchange rate.
11
 Cuba will need to quickly establish an 
abundant reserve of hard currency (U.S. dollars) in order to establish confidence in its new currency and defend it 
against sudden speculative pressures that may emerge during the early period of transition.  The government should 
not try to rigidly adhere to a fixed exchange rate, but rather allow the currency’s value to fluctuate within a 
reasonable band.  U.S. and IMF financial assistance, preferably with the direct participation of Canada and Mexico, 
would be very valuable in establishing Cuba’s reserves of hard currency.  Perhaps as important as financial 
assistance, will be the willingness of the U.S. to send a strong message to the international financial community that 
it is committed to assist Cuba in a successful economic transition. The latter would enhance the credibility of a 
future Cuban government and its economic policies. 
 
Macroeconomic stability imposes certain responsibilities on the Cuban government as well.  The 
government will need to maintain fiscal discipline limiting the size of any fiscal deficits to reasonable proportions of 
GDP, while devoting a significant share of its expenditures to building physical infrastructure and human capital 
(education). The government will need to establish an efficient tax system that minimizes opportunities for tax 
evasion and keeps tax rates compatible with those of similar countries.  Excessively high tax rates reduce global 
competitiveness and discourage FDI. A future government must be viewed as politically stable in order to establish 
the credibility of its economic policies, especially when those policies result in short term economic hardships and 
dislocations. 
 
Building Market-Compatible Institutions 
 
Many of the strategies and policies that support economic development in general are also supportive of 
FDI.  Developing a well-functioning banking system and domestic capital markets are important for both economic 
growth in general and FDI.  A regulatory structure that facilitates the development of a decentralized, private sector 
banking system will be necessary as Cuba pursues a transition to a market economy.  International banks should also 
be allowed to play a useful role in developing Cuba’s future banking system. 
 
Public sector financial institutions should complement a private banking sector to ensure that credit is also 
available to borrowers whose needs are unlikely to be met by the private sector.  Public financial institutions, for 
example, can play an essential role in providing adequate credit to facilitate home ownership for a broad segment of 
the population. A pent-up demand exists for new housing and repairs to existing housing in Cuba. Home ownership 
financing is necessary for converting pent-up demand into effective demand and would give a boost to the 
construction industry.  The latter would encourage Cuban exiles that have developed successful construction and 
land development firms in South Florida to invest in Cuba.   
 
The equivalent of a U.S. Small Business Administration would not only yield significant benefits to 
economic development in general, but also play a significant role in encouraging FDI from Cuban expatriates.  
Many of these expatriates have already established successful small business enterprises in the U.S. and an SBA 
type of agency could provide the access to credit that would entice them to develop Cuban businesses.  These 
enterprises would be atypical of most FDI in that they are more likely to be oriented to serving the needs of the 
Cuban consumer market rather than exporting.  The U.S. could not only provide Cuba with technical expertise in 
this area, but also provide funding to initiate the program. Programs of this type are designed to be self-financing, 
and, therefore, initial U.S. financial assistance would not be expected to become a long-term drain on U.S. public 
finances. 
 
As noted earlier, financing FDI often involves tapping host country credit sources, as well as access to 
international banking services, since the bulk of FDI traditionally involves export-oriented activities. As Cuba 
embarks on a path of transition to a market economy it will need the technical expertise required for the 
development of a private enterprise banking system. Constructing a new Cuban banking system requires expertise in 
                                                 
11 Cuba policymakers should resist the temptation of formally “dollarizing” the economy, as this strategy has not been the magic cure for the 
macroeconomic challenges that periodically afflict developing economies. The conversion rate between the current Cuban peso and the new 
currency must be consistent with a real exchange rate that can be sustained over the short and medium term. 
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banking systems and practices in developed market economies, as well as knowledge of the difficulties encountered 
in developing a banking system in other transition economies and knowledge of the unique aspects of Cuba’s 
economy and society. The diversity of experience and knowledge-base needed to design a new banking system for 
Cuba could be realized by assembling a broad team of advisors including private and public banking officials 
representing the U.S., a cross section of other economies of the Western Hemisphere, multilateral economic 
development agencies and officials from countries with the direct experience of creating a banking system during a 
transition period.  
 
Similar advisory councils would be useful in other key areas such as taxation, accounting standards, labor 
law, private and public pension systems, financial market regulation
12 and environmental regulation. These advisory 
councils would provide a broad spectrum of experiences to Cuban policymakers that would assist them in 
developing their own institutions, and should include professionals with balanced training in the theory and practice 
of economic policy for small open economies.  Policymakers would be well served by an awareness of the policy 
mistakes made by countries in transition, and from those made in Latin America’s emerging markets.  
 
FDI is influenced by many of the same institutional conditions that are now recognized as essential 
foundation for attaining long-term economic development objectives. A well functioning civil society – the 
characteristics associated with good governance practices –provides this essential foundation.  Although a variety of 
indicators may be used to measure “good governance,” there appears a very clear direct correlation between good 
governance and development goals such as reducing poverty and infant mortality, and increasing human capital and 
per capita income.
13
  The accountability of government to society is a key aspect of governance and strengthening 
civil society not only improves accountability, but Stein’s and Daude’s (2001) empirical work suggests that it has a 
positive impact on FDI as well. Multilateral organizations and other international development aid institutions 
recognize that a broad network of NGOs working with external financial support and serving a broad range of public 
interests is an effective way to help strengthen civil society. Multilateral institutions should facilitate the 
development of independent NGOs in Cuba that are focused on strengthening political voice and accountability. 
 
Confronting Corruption, The Rule of Law and the Role of the State in FDI 
 
Confronting corruption in both the bureaucracy and in private enterprises needs to be given strategic 
importance by a new Cuban government if economic transition is to yield significant benefits within a relatively 
short period. Widespread corruption is known to have a detrimental effect on economic growth and development, 
and Wei (2000) and Wei and Shleifer (2001) have shown that it has a negative impact on FDI as well. The 
experience with transition in the former Soviet bloc should remind us that a political battle between those who wish 
to build a Western-style democracy and market economy and those who wish to build personal wealth even at the 
expense of the new state and Cuban society.
14
 
 
Transitional economies have been plagued by corruption at various levels of government and in the private 
sector (Nam, 1995 and Prez-Lpez 1997).  The need for a strong civil service system that supports a corps of 
professional public servants in transition economies is self-evident. The detrimental effect of corruption in the 
bureaucracy has long been recognized,
15
 but corruption within private sector enterprises – even “low intensity” 
corruption – may be equally detrimental to economic development.  Reports of corruption within commercial 
activities in Cuba have become commonplace, and even acknowledge by the regime.  The previously cited article in 
The Economist reports on a decision by a construction company to pull out of its partnership with the Cuban 
government after discovering “its partner was dipping into company funds and that workers were selling materials 
on the black market.”  
                                                 
12 Recent experience has highlighted the importance of ethical standards and adequate government oversight over the practice of providing 
financial information to investors, and Cuba would do well to establish strict financial reporting standards and provide sufficient enforcement 
mechanisms. 
13 M. Gonzalez de Asis and J. Acua-Alfaro, “Civil participation in national governance.” World Bank Working Papers, May 2002 (draft 
version). 
14 For a description and analysis of the economic transition experience in the former Soviet bloc nations see Anders Aslund (2002) 
15 See Chapter 2 in Anticorruption in Transition: A Contribution to the Policy Debate. World Bank Report, 2000. 
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While criminal and civil penalties against fraud and theft are necessary to combat corruption, it is also 
necessary to create a business culture that neither encourages nor tolerates corrupt behavior.  No society can rely 
solely on criminal and civil statues to regulate individual or corporate behavior. Corporate codes of conduct, 
monitoring of employee and executive behavior within enterprises, and individual internalization of a socially 
defined system of ethics are necessary to effectively combat corrupt business practices. Self-policing and peer 
pressure (the importance of reputation) can be effective and efficient mechanisms to combat low-level corruption.  
 
In Cuba’s recent history an informal economy based on personal relationships, perk swapping, and 
reciprocal favors has been necessary to keep the broader economy afloat. Reliance on an informal network of 
“connections” has become a hallmark of consumer transactions as well as complex supply relations. Preventing the 
spread of informal, personalized business relations during Cuba’s transition deserves high priority. In a transition 
economy, these informal networks can degrade quickly into the type of crony capitalism and corruption that have 
plagued other transition economies (Cruz and Villamil, 2000), and can represent a serious constraint on FDI.   
 
Cuba will need to quickly develop a legal/regulatory system that complements economic development, 
while ensuring market competition, preventing extreme income inequality and protecting the public health and the 
natural environment.  The rule of law is one of the building blocks of economic development and there is a renewed 
appreciation among economists and other social scientists for the role of institutions in economic growth and 
development, and in promoting FDI.    
 
MacLean Abaroa (1999) points to a changing role of the state with less direct intervention and a greater 
role in facilitating change, and a shift in focus from government to governance. The latter recognizes that 
governments alone are not able to deliver the necessary services and solutions required for an increasingly complex 
system of social relations, especially in developing countries.  There will be a need to financially support objective 
research, public forums and education on the issue of legal reform as Cuba builds a new legal and regulatory system. 
Resources will be needed for the training of judges and judicial officers (including independent mediators). This will 
be a difficult and expensive task that may take many years to complete. 
 
Successful transition to market economy requires a change in the role of the Cuban state from one of 
controlling and micro-managing economic enterprises to one of providing the legal and institutional framework 
within which enterprises manage their commercial relations. One clear example of where the current role of the state 
must change is in the regulation of FDI. 
 
The law that at present governs FDI in Cuba
16
 represents an obstacle to foreign investment in a transition 
economy.  This law strictly regulates the types of investment and operating conditions that must be adhered to by 
foreign companies operating either as joint ventures, within a business alliance with Cuban partners, or on their own. 
This approach is incompatible with a market-based economy and must be abandoned.  Foreign companies should be 
free to form new companies with Cuban investors, establish business alliances or cooperative agreements, or set up 
their own operations in Cuba subject to little more than official registration.  The same laws and regulations that 
apply to Cuban firms should govern foreign firms or their joint ventures.  Special privileges uniquely for foreign 
firms should be avoided, along with special preferences or incentives for Cuban Americans or expatriates. Special 
privileges or exemptions from regulations often invite corruption and/or create market distortions with unintended, 
adverse consequences. At the same time, it would be a mistake to try to limit or block FDI in so-called “strategic” 
industries. 
 
Privatization of state-owned enterprises could potentially spur a wave of FDI. Since the state currently 
plays a pervasive role in the production of virtually all goods and services of significant importance, privatization of 
state-owned enterprises (SOE) must represent a key element of Cuba’s successful transition to a market economy.  
Privatization of state enterprises is likely to be a gradual process, however, if the present regime is replaced by a 
governing council comprised mainly of military leaders.  Most of Cuba’s important industries are firmly under the 
                                                 
16 Decree Law 77, Foreign Investment Act, 5th of September 1995. 
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control of the military, and relinquishing control of these enterprises would be against its narrow interest.  
Nevertheless, if the process of transition is to yield significant economic benefits for a broad segment of the 
population, SOE will have to be privatized. It will then be necessary to resolve the issue of conflicting ownership 
claims prior to privatizing many SOE, and certainly before foreign investors take the risk of purchasing what are 
currently Cuban government assets. 
 
Export Promotion and FDI 
 
FDI in developing countries is associated more often than not with exporting activities.
17
 FDI in export 
ventures are often a less risky proposition than FDI to serve the domestic market. Foreign firms looking for offshore 
production facilities to lower overall costs of production and increase profitability are very familiar with the market 
for their product  (they may be producing for their own domestic market or for an established global market) and 
they have greater control over costs even when producing abroad. Offshore facilities may focus on a narrow aspect 
of the broader production chain.  Revenues and costs are likely to be predictable with less uncertainty, and FDI for 
export purposes is likely to have lower cost of capital (other things equal). The aforementioned characteristics, of 
course, encourage FDI. 
 
One of the fastest and most effective ways for Cuba to attract significant amounts of foreign investment is, 
therefore, likely to come from the restructuring of existing special export zones for offshore manufacturing facilities.  
Duty free import of components for manufacturing, assembly and/or further processing and then ultimately 
exporting would give an immediate boost to employment, even while the nation designs and builds a new regulatory 
structure for commerce and a new tax system.  The development of new export zones to encourage regional 
decentralization of economic development may be necessary to maintain FDI momentum. The establishment of 
special economic zones can offer the benefit of concentrating public investment resources and efforts at developing 
effective institutions in small geographic areas where results are more quickly and easily achieved. Cuba is likely to 
become an attractive export platform for offshore manufacturing facilities serving the U.S. domestic market. 
 
In the case of tourism, U.S. firms operating in the leisure industry have the market experience and 
distribution channels to serve North American tourists very effectively. These firms could profitably leverage 
Cuba’s natural resources to satisfy the U.S. tourism demand for warm climate, beaches and outdoor recreation 
activities. One of the attractive features of the tourism industry is the relatively labor intensive nature of production.  
Since high unemployment often accompanies economic transition, the expansion of the tourism sector would help 
the nation fill the anticipated employment gap.  
 
The special export zone concept can be applied to tourism. Providing duty free access to imported supplies 
may encourage FDI in hotels and resorts that cater mainly to foreigners.  Duty free access to imports, however, 
should be phased-out over time in order to encourage supply linkages between tourism and domestic industries. 
 
Management Education 
 
It also clear that higher productivity (reflected in lower costs per unit of output, or average costs) 
encourages FDI. Rebuilding Cuba’s physical infrastructure (transport and communications) is a key element in 
raising productivity, and international assistance – both financial and technical – will undoubtedly be necessary 
given the apparently dismal conditions on the island. Building the knowledge- and skill-base of the workforce is, 
however, no less important in lowering average costs. Scientific and technical knowledge are important, but 
managerial and entrepreneurial skills are also essential for growth and development in a market economy. 
 
Joint programs between educational institutions in Cuba and institutions in the U.S., as well as other 
nations of the Hemisphere can be effective in educating a new public sector bureaucracy and private sector 
managers in the workings of a market economy. General management programs that involve leadership training, 
managing change and business ethics are also critically important. Cooperative business education programs are 
                                                 
17 In 2000, approximately 44% of the value of Latin America’s exports originated foreign firms, according to ECLAC (La Inversion Extrajera en 
la America Latina, 2001). 
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already in place, but need to be expanded to include more U.S. institutions.
18
  Education and training can be 
provided in traditional degree formats (such as bachelors, masters, and Ph.D. programs) or more targeted, non-
degree programs (such as executive seminars and workshops).  It is in the interests of the U.S. to provide 
management training to as many of Cuba’s managers and government civil servants as possible, and U.S. 
scholarships for this purpose are likely to both facilitate economic transition and encourage FDI during a transition 
period. 
 
The U.S. Government’s Role in Cuba’s FDI 
 
The appropriate U.S. role during an economic transition is not to promote FDI in Cuba per se, but rather to 
help establish the foundation for a successful and rapid transition to a market economy and representative 
democracy.  Market forces will direct FDI to Cuba as a result of the transition, the establishment of a stable 
democracy, and the inherent long-term strengths of the Cuban economy.   With such a foundation in place, Cuba 
should attract a significant share of the region’s flow of FDI as the risk adjusted rates of return to FDI in Cuba are 
likely to be markedly higher than in other parts of the region during the short- and medium-run following the start of 
transition.  Investment flows attracted solely by U.S. financial incentives without developing the foundation for 
long-term growth will have only transitory effects and be unsustainable in the longer run. Nonetheless, there are 
U.S. policy actions that can facilitate economic transition and help to ensure its success and durability. 
 
If a transition to democracy occurs quickly, then Cuba will need almost immediate access to the expertise 
and information required to take appropriate economic policy actions.  The U.S. should be ready to assist Cuba 
during such a period by compiling a library of professional studies, academic articles, literature surveys, news 
articles and interviews directly related to the challenges of economic transition and public policy.  
 
The U.S. should also assist in the creation of a directory of experts in the various fields of economic 
transition and development (for example: macroeconomic policy, international trade policy, financial and 
commercial institution building, legal system and judiciary, privatization, small business development, and civil 
society). This directory of experts could be used to assemble a team of advisors in key policy areas. These actions 
would build a knowledge base that a Cuban government could easily access during the early phase of economic 
transition.  
 
Under the appropriate business and regulatory environment, Cuba can expect a flood of new U.S. tourists 
drawn away from other Caribbean destinations (and away from Florida’s coastal destinations as well), and re-
routing of cruise-ship itineraries.  Similarly the growth and development of export zones in a Cuba embarked on 
economic transition may very well lead to a shift in FDI from Caribbean nations. These developments may have 
significant detrimental effects on the economy of some of the U.S.’s Caribbean trading partners (and perhaps, 
Southeast Florida as well).  The U.S. should be ready to mitigate these negative economic impacts in the short- and 
medium run. 
 
It would be a mistake for the U.S. to adopt special fiscal incentives (tax breaks or subsidies) for U.S. 
companies that invest in Cuba, as this would lead to an artificial competitive advantage that may later be difficult to 
dismantle.  Instead, the U.S. should assist Cuba in ways that strengthen the foundation of a market economy.  As 
earlier suggested, the primary focus of U.S. policy toward Cuba during a transition to democracy and a market 
economy should be: 1) facilitate technical assistance in the area of economic policy, and in strengthening structures 
of governance and civil society; 2) provide financial assistance necessary to attain macroeconomic stability; and 3) 
lead a multinational effort to provide the financing needed to rebuild physical infrastructure in ways that promote 
geographically diverse economic development. 
 
 
 
 
                                                 
18 Expansion of cooperative business education programs (which include a period of U.S. residency) should be considered even prior to the 
beginning of transition. 
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Conclusions 
 
The history of transition has offered many lessons since the collapse of communism in the late 1980s and 
early 1990s.  The path of economic transition has been more difficult than was conceived in the years immediately 
following the collapse of communism.  The economic transition guru’s of that early period focused on a basic 
formula – privatization and liberalization – to unleash the growth potential of capitalism.  But mainstream economic 
thinking during that period under-appreciated the role played by social institutions in the market economy and failed 
to give the difficulty of building market-compatible social institutions its due consideration.
19
 While, public policies 
directed toward building a market system must be adjusted to fit the unique cultural and historical contexts of each 
nation, well-functioning social institutions (“good governance”) are widely recognized today as the necessary 
foundation of a well-functioning market economy, and building the institutional infrastructure that is required of 
market systems has proven to be a difficult and slow process, and too often the casualty of interest group political 
warfare.  
 
The key elements necessary to promote FDI include: macroeconomic stability; minimum corruption in the 
public and private sectors of the economy; a rational commercial legal and regulatory code consistent with the basic 
requirements of market economies; good governance structures and a strong civil society; an effective physical and 
human capital infrastructure; and a sustainable export sector that can provide an adequate inflow of foreign 
exchange.  We have provided a series of general recommendations in the preceding section that address each of 
these factors. 
 
Building the institutional infrastructure necessary to provide the foundation that supports steady inflows of 
FDI in Cuba during the transition to a market economy is the most difficult challenge likely to face a Cuban society 
virtually unfamiliar with market capitalism and representative democracy.  The logistics of institution building 
clearly seem overwhelming, but scholarly work has already been done in this area. E. Betancourt (2000) has 
compiled an extensive list of areas where technical assistance will be necessary – areas ranging from meeting basic 
humanitarian needs during the initial period of transition to framing a new legal system and developing a 
professional civil service. And, a series of articles and monographs (too numerous to mention here) have been 
published under the auspices of the Institute for Cuban and Cuban-American Studies at the University of Miami that 
directly address the topic of institution building.  
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Table 1. Stock of Foreign Direct Investment (Million US$) 
COUNTRY/GROUP 1990 1995 2000 2002 
Rank Out 
of 27 in 
2002 
Percent 
Change 
1995-
2002 
Latin America and Caribbean 116,963 201,775 608,924 762,229  278% 
South America 66,625 112,150 380,061 441,110  293% 
Mexico 22,424 41,130 97,170 154,003  274% 
Other America 50,337 89,605 228,863 321,119  258% 
Anguilla 11 68 227 293 23 331% 
Antigua and Barbuda 292 438 566 642 17 47% 
Aruba 132 204 816 738 15 262% 
Bahamas 586 742 1,587 1,888 11 154% 
Barbados 171 227 308 338 21 49% 
Belize 73 153 269 362 20 137% 
Bermuda 13,849 23,997 56,393 78,070 1 225% 
Cayman Islands 1,749 2,745 24,973 29,451 2 973% 
Costa Rica 1,447 2,733 5,206 6,302 7 131% 
Cuba 2 40 74 82 26 105% 
Dominica 71 197 271 297 22 51% 
Dominican Republic 572 1,707 5,214 7,254 6 325% 
El Salvador 212 293 1,973 2,431 10 730% 
Grenada 70 168 346 436 19 160% 
Guatemala 1,734 2,202 3,420 4,155 9 89% 
Haiti 149 153 215 226 24 48% 
Honduras 383 652 1489 1826 12 180% 
Jamaica 791 1568 3316 4409 8 181% 
Montserrat 40 68 84 86 25 26% 
Netherland Antilles 408 364 78 61 27 -83% 
Nicaragua 115 354 1386 1710 13 383% 
Panama 2198 3245 6744 7314 5 125% 
Saint Kitts and Nevis 160 244 484 653 16 168% 
Saint Lucia 319 517 804 849 14 64% 
St. Vincent and Grenadines 48 179 489 529 18 196% 
Trinidad and Tobago 2093 3601 3489 7910 4 120% 
Virgin Islands (Br) 240 1622 8472 8806 3 443% 
Source:  United Nations Conference on Trade and Development, World Investment Report: 2003 
Note: Stock of FDI is defined as the value of the share of capital and reserves (including retained profits) attributable to the 
parent enterprise, plus the net indebtedness of affiliates to the parent enterprises. 
 
